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The Free Market Foundation 
 
The Free Market Foundation of Southern Africa (FMF) is an independent non-profit public benefit 
organisation founded in 1975 to promote and foster an open society, the rule of law, personal liberty, 
and economic and press freedom as fundamental components of its advocacy of human rights and 
democracy based on classical liberal principles. It is financed by membership subscriptions, donations 
and sponsorships.  
 
Most of the work of the FMF is devoted to promoting economic freedom as the empirically best policy 
for bringing about economic growth, wealth creation, employment, poverty reduction and human 
welfare. As a think tank the FMFs fundamental approach to policy questions is consumer-based. 
Individual consumer choice is placed at the centre of any policy recommendations that the FMF 
espouses. Consumer satisfaction is generally achieved by an absence of barriers to entry into the 
provision of goods and services, allowing consumers a choice between the offerings of freely 
competing providers, and the absence of regulations that impose avoidable costly burdens on the 
providers of goods and services. 
 

Introduction 
 
Globally, lacklustre growth and reduced government revenue have renewed calls for all governments 
to increase taxes on the rich and to redistribute some of this wealth to the poor. The idea of taxing 
the wealthy and redistributing the proceeds holds resonance amongst many South Africans grappling 
to understand why after twenty-three years of democracy income inequality and poverty remain 
stubbornly high.  
 
Scapegoating the rich and focussing on income inequality misdiagnoses the problem and shifts 
attention away from the real reason why millions remain poor. To permanently help the poor, history 
has demonstrated that what is required is greater levels of economic growth. The proven and surest 
path to increased economic prosperity is through less government intervention – not more. 
 

Economic growth, only economic growth, reduces large-scale poverty 
 
Deirdre McCloskey, Professor of Economic History at the University of Illinois at Chicago, says “What 
permanently helps the poor is what we have done in the past two centuries – make the global wealth 
pie bigger. How much bigger? A factor of anywhere from 30 to 100 times. The poor – your ancestors 
and mine, for example – got better off, radically so, not by redistribution or trade unions or regulation, 
but by economic growth on a unique and immense scale”. 
 
Politicians may win votes with promises of imposing punishingly high taxes on the wealthy and 
corporations, but history has shown that this does untold harm by reducing incentives to produce 
goods and services and hire labour to achieve those objectives. 
 
Taxes penalise a targeted activity. For example, taxes on alcohol, cigarettes, fuel, imports, etc, are 
imposed to curb the consumption of such items. Similarly, taxes imposed on income and earnings 
reduce the source of that funding. They diminish the incentives and zeal of entrepreneurs to risk 
capital and sacrifice time and energy, they interfere with the ability of individuals to pursue their goals, 
they send workers home with smaller disposable incomes. Less disposable income means less saving, 
less saving means less capital formation, less capital formation means lower labour productivity, and 
lower labour productivity means lower real wages. 
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Increasing tax rates reduce incentives to save and invest 
 
In this tough economic climate many South Africans are feeling the pinch as their household debt rises 
and disposable incomes fall. An over-taxed middle class is naturally feeling cheated as it is being forced 
to fork out increasing amounts of tax. In 1972, for every rand of tax taken by government, taxpayers 
kept R3.33, whereas today we keep only R1.58 – less than half. How bad is South Africa’s situation by 
international standards? There is plenty of evidence that, beyond the amount needed for keeping 
order, providing justice and solving coordination problems, increased government size tends to slow 
economic growth. For an economy the size of South Africa’s, government is larger than necessary. The 
vast amount of revenue spent on government consumption alone is especially bad for growth. South 
Africa is, in effect, eating its seed stocks rather than planting them. Last year saw shrinking rate of 
investment. 
 
By international standards, South Africa has a large number of government enterprises, many of which 
do things private enterprise can do better, and too many that are large loss makers regularly 
subsidised with tax revenue. Why is the trend toward larger government bad? Obviously, if a 
government is already too big for optimum growth, getting even bigger will only make things worse. 
Unfortunately, the recent increase in the tax to GDP ratio follows a steady upward trend that has 
occurred for many years (see graph below). As long as this trend continues, we can expect to suffer 
from the extra dampening effect it will have on our economic growth. South Africa’s tax to GDP ratio 
of 26.5% in 2014 was significantly greater than the average for all middle-income countries of 12.5% 
and the world average of 14.7% (see graph below) 
 

 

Source: World Bank, Word Development Indicators 

 
South Africa, at 45%, has one of the highest top marginal tax rates of all middle-income countries. The 
late Nobel Prize winning economist, Gary Becker, said, “Neither the modern history of high tax rates, 
economic analysis, nor their consequences for the budget deficit and income redistribution indicates 
that raising taxes on higher income individuals is a good idea”. Raising taxes on the small group of 
individuals at the top of the income scale may seem like a “fair” proposal to the majority of people 
but there are many unintended consequences. Chiefly, high income individuals are very mobile and 
may choose to live in a more favourable tax environment. If they choose to remain in South Africa, a 
higher tax rate will reduce their incentive to start a new business and invest in this country’s human 
capital and may even cause them to prefer to invest their money elsewhere.  
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Maximum tax revenue will be achieved at a tax rate that avoids negative taxpayer behaviour by 
providing them with what they judge to be an acceptable reward for extra effort and risk-taking – a 
rate that can be determined only by trial and error. Both higher tax compliance and the expansion of 
economic activity contribute to a broadening of the tax base. Just over a decade ago, there were ten 
different tax brackets in South Africa. These have since been reduced to seven. The major impetus 
behind the rationalisation is that it is easier to administer fewer brackets. One bracket, obviously, 
would, therefore, be the simplest of all. 
 
A proportional or flat rate tax system is one in which the ratio of tax to taxable income is the same at 
all levels of income. It replaces the various tax bands that feature in a progressive tax regime with a 
single rate. A ‘true’ flat tax makes no allowances for deductions and provides no special dispensation 
for low-income earners. However, for both compassionate and practical reasons, there is no merit 
whatsoever in taxing the poor. The compassionate reasons are obvious while the practical one is that 
below a certain level of income the cost of collecting taxes from the poor will exceed the amount 
collected. Low-income earners, therefore, should be exempt from paying any tax on personal income. 
 

Lower tax rates increase incentives to work, save and invest 
 
Well-known economist, Arthur Laffer, noted that government revenue is maximised at a rate 
somewhere between 0% and 100% of income earned by the taxpayer. At the extremes, no tax would 
be collected. At a level above the ‘optimal’ rate, it becomes counter-productive to raise tax rates 
further since people will evade tax or avoid it by not working, saving or investing. This explains one of 
the most paradoxical features of flat tax: because the lower rate is charged on more income, it rapidly 
brings in more revenue.  
 
Several countries have introduced a flat tax to stimulate economic growth. Estonia introduced a flat 
tax on personal and corporate income at a single uniform rate of 26% in 1994. This rate has gradually 
been reduced over time and is currently sitting at 20%. Other Eastern European countries with flat tax 
rates include, Georgia (20%), Hungary (15%), Latvia (23%), Lithuania (15%) and Russia (13%). African 
countries such as Mauritius, Madagascar and Seychelles also have flat rates of 15%, 22% and 15% 
respectively. 
 
The evidence tells us that the best way to achieve economic and political objectives is not always 
obvious. It may seem like a good idea to increase taxes on the wealthy but such an action invites 
considerable uncertainty. Higher rates of economic growth are a more certain means to increase the 
national tax base. Contrary to proponents’ view that the state should play a greater role in the 
economy, time and time again history has demonstrated that economies that allow their 
entrepreneurial and hardworking citizens more freedom to use their skills to the best of their ability 
and earn a worthwhile reward tend to grow faster and prosper. 
 

Greater economic freedom results in higher per capita incomes 
 
The Fraser Institute (2016) demonstrates that countries with more economic freedom have 
substantially higher per capita income. 
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Note: Income = GDP per capita, (PPP constant 2011 US$), 2014. 
Sources: Gwartney, Lawson and Hall, 2015, Economic Freedom of the World: 2015 Annual Report; World Bank, 
2016, World Development Indicators. 

 

Countries with more economic freedom tend to grow more rapidly 
 

 
Note: The growth data were adjusted to control for the initial level of income. 
Sources: Gwartney, Lawson and Hall,2015, Economic Freedom of the World: 2015 Annual Report; World Bank, 
2016, World Development Indicators. 
 

Global economic inequality has decreased 
 
Proponents of wealth taxes attempt to justify the tax by pointing to income inequality data. Whilst it 
is true that the income gap has widened within many developing and developed countries in recent 
years, it is also true that despite recent economic woes, global income inequality has decreased. Rapid 
growth in developing countries with big populations, such as India and China has lifted millions of 
people out of extreme poverty, reducing the global gap between rich and poor. 
 

$5,471
$9,217

$20,873

$41,228

$0

$5,000

$10,000

$15,000

$20,000

$25,000

$30,000

$35,000

$40,000

$45,000

Least Free Third Second Most Free

G
D

P
 p

er
 c

ap
it

a,
 2

0
1

4

Economic Freedom Quartile

Economic Freedom and Income per Capita GDP per capita, 
2014 (PPP constant 2011 US$)

1.52%

2.86% 2.89%

3.63%

0.00%

0.50%

1.00%

1.50%

2.00%

2.50%

3.00%

3.50%

4.00%

Least Free Third Second Most Free

G
ro

w
th

 r
at

e 
(%

) 
o

f 
G

D
P

 p
er

 c
ap

it
a,

 
1

9
9

0
-2

0
1

4

Economic Freedom Quartile

Economic Freedom and Economic Growth



 

Website www.freemarketfoundation.com 

NPO No 020-056-NPO | PBO & Section 18A(1)(a) No 930-017-343 

The World Bank classifies persons with incomes of less than $1.90 per day (measured in 2011 
international dollars) as living in extreme poverty. Similarly, persons living on less than $3.10 per day 
are classified as living in moderate poverty. The figure below tracks the extreme and moderate poverty 
rates for various years from 1980 to 2014 for 89 of the least developed nations reported in the 1985 
edition of the Fraser Institutes Economic Freedom of the World Index (Economic Freedom of the 
World, 2016 Annual Report). 
 
The data demonstrate that extreme poverty in the 89 developing countries shrunk from 56.9% in 1980 
to 34.5% in 2000 and 15.6% in 2014. Thus, the extreme poverty rate in less-developed countries is 
now more than 40 percentage points lower than in 1980. In 1980, 73.9% of the population of low 
income countries had incomes below the moderate poverty-rate threshold. By 2000, the moderate 
poverty rate in the developing world had declined to 59.2%, and by 2014 the figure had fallen to 
34.3%. Thus, the moderate poverty rate was reduced by more than 50% during the 34-year period 
(Economic Freedom of the World, 2016 Annual Report). 
 

 
Note: The extreme poverty rate is the percentage of a country’s population that lives on $1.90 per day; the 
moderate poverty rate is the percentage that lives $3.10 per day, in 2011 constant PPP-adjusted dollars. The 
World Bank’s poverty rate data were used to calculate the poverty rates for the developing countries. Th is data 
set is missing values for the poverty rate for various countries and years. Autoregressive estimation procedures 
were used to fill in the missing values and derive the poverty rates for each country. For details, see Connors, 
2011. 
Source: World Bank, 2016, World Development Indicators. 
 
This remarkable achievement has been thanks to the wider adoption of more open trade and free 
market policies that promote individual liberties. According to the Fraser Institute, “The developing 
countries that moved most markedly toward economic freedom achieved both strong economic 
growth and substantial reductions in poverty. This indicates that an institutional and policy 
environment consistent with economic freedom is an important ingredient of progress against 
poverty”. In simple terms, if you are poor, the best place to live is in economically free societies where 
government intervention is kept to a minimum. That is why millions of people trying to escape 
despotic nations controlled by overbearing states seek refuge in the most economically free nations 
on earth. 
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Indeed, the Fraser Institute (2016) demonstrates that the amount of income, as opposed to the share, 
earned by the poorest 10% of the population is much higher in countries with higher economic 
freedom. 
 

 
Note: Annual income per capita of poorest 10 % (PPP constant 2011 US$), 2014  
Sources: Gwartney, Lawson and Hall, 2015, Economic Freedom of the World: 2015 Annual Report; World Bank, 
2016, World Development Indicators. 
 

Freedom to work is more important than concentrating on inequality 
 
Those concerned about income inequality are surely motivated by a desire to help the poor. But 
obsessing over the gap between rich and poor does little to lift the poor out of poverty and might even 
keep them there. 
 
Focusing on the inequality in incomes between groups of people who have jobs makes a mockery of 
the millions of people who are unemployed and have been unemployed for a very long time with no 
idea why. Inequality will be reduced more by creating a low-wage job for someone from a poor 
household, even if that job pays only R2,000 per month, than it is by paying someone who already has 
a job an extra R2,000 per month. 
 
To compound matters the South African government is introducing a national minimum wage in 2018. 
Raising the price of goods and services reduces demand. This is as true of labour as it is of anything. 
Minimum wage laws may raise the incomes of low-skilled workers who have jobs, but they obliterate 
the income potential of equally productive workers who are made unemployed because these laws 
price them out of the market. The NMW will inevitably exacerbate poverty and inequality in this 
country. 
 
As has been shown by the reduction in poverty worldwide, astonishing, magnificent things can and 
will result for all, but especially for the poor, should the government choose to unleash the productive 
power of the free market. 
 
There is a common misconception that government intervention through fiscal and monetary policy 
can be used to “stimulate” the economy and boost economic growth. The simple reason government 
spending fails to end recessions is because every rand the government “injects” into the economy 
must first be taxed or borrowed out of it. Government merely redistributes money, after paying 

$1,080
$2,118

$4,504

$11,283

$0

$2,000

$4,000

$6,000

$8,000

$10,000

$12,000

Least Free Third Second Most Free

A
n

n
u

al
 in

co
m

e 
p

er
 c

ap
it

a 
o

f 
th

e 
p

o
o

re
st

 
1

0
%

, 2
0

1
4

Economic Freedom Quartile

Economic Freedom and the Income Earned by the Poorest 
10%



 

Website www.freemarketfoundation.com 

NPO No 020-056-NPO | PBO & Section 18A(1)(a) No 930-017-343 

administrative costs, from the productive to the non-productive sectors of the economy. No new 
income and, therefore, no new demand for goods and services is created. 
 

Private firms and individuals are the generators of wealth 
 
It is not government but private firms and individuals that generate wealth and are the engines of 
economic growth. Government cannot create new purchasing power out of thin air. The mistaken 
view that fiscal stimulus can pull economies out of recession persists because the jobs created through 
government ‘make-work’ programmes are clearly visible. What we cannot see are the jobs that would 
have been created elsewhere in the economy with that same money had it not been taxed or 
borrowed by government. 
 

Interest rate manipulation does not enhance economic growth 
 
Similarly, monetary policy has its limitations. At best, it is simply a lever that can be adjusted to 
influence growth in the short-run. Consider what happens when the Reserve Bank cuts interest rates 
beyond what would have occurred if interest rates were freely determined by the interactions 
between the demand and supply of credit. When interest rates are cut too far, the capital allocation 
in the economy is skewed because capital is allocated to marginal activities. For example, if real 
interest rates are negative or zero, it would be unwise to hold cash balances because the investment 
will not earn a return. In this case investors would look for alternative places to invest. In low interest 
rate environments, these alternatives might be marginal activities that normally would not attract 
investment. When interest rates are forced to rise because of increasing inflation, marginal 
investments are exposed and the economy is likely to relapse into another period of recession. 
 
The best way to “stimulate” growth is to allow people to work, save and invest. Unfortunately, our 
labour policies in this country discourage the hiring of low and unskilled workers and high marginal 
tax rates and other pernicious taxes discourage savings and investment.  
 

High taxes on high income earners reduces savings, investment and jobs 
 
When we combine all taxes, many people are paying upwards of 50 per cent of their annual earnings. 
Typically, these are the individuals who would fund new investment in the economy, which, in turn, 
would create the essential new jobs we so desperately need. A lack of investment retards capital 
accumulation. A lower capital to labour ratio reduces real wages and perpetuates the poor savings 
and investment cycle. In simple terms, without investments to fund and establish new ventures that 
create jobs, the smaller the economy and the lower the economic growth rate will be. 
 
An additional justification for a policy that removes pernicious taxes such as estate duties, transfer 
duties, taxes on retirement funds, capital gains taxes, etc, is that it eliminates currently pervasive 
double taxation. Double taxation occurs because personal and corporate incomes are taxed and then 
whatever returns derive from these savings and investments are taxed again. One of the South African 
government’s first priorities should be to eliminate taxes on savings and investments. 
 

Taxes on companies constitute double taxation 
 
South Africa should also reconsider taxes on corporations. Companies do not pay taxes. People pay 
taxes. Most large corporations are owned by shareholders (people) and groups of people such as 
government employees through their pension funds. Since pension and mutual funds are simply 
collections of the savings of millions of middle-and low-income individuals, when proponents for 
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increased corporate taxes agitate for higher tax rates, or complain that companies are not paying their 
“fair share”, they are in fact calling for reduced dividends, pension fund pay-outs and so on. It should 
be clear that high corporate tax rates reduce the returns on the investments and life savings of 
individuals. 
 
If, as a shareholder, you do not like the idea of a company trying to maximise your returns, just sell 
your shares. Nobody forces anyone to invest in any company. What could be more democratic? In 
contrast, try and not pay your taxes — you will almost certainly be hauled off to prison. 
 
Most studies show that a portion of corporate tax is passed on to workers in the form of lower wages 
and benefits. Future wages are also adversely affected because high corporate tax rates retard capital 
formation and decrease overall investment. Inevitably, this has a negative effect on future labour 
productivity and wages. 
 

Disincentives must be reduced to foster economic growth 
 
Taxing productive individuals and companies is the simplistic notion of how to redistribute wealth. It 
does wide untold harm because it reduces the incentives to produce goods and services and retards 
overall economic growth which affects each and every person in the country. Economic growth is the 
key to reducing poverty and inequality and expanding opportunities for the unemployed. 
 
This submission has highlighted some relatively simple tax reforms that should receive approval from 
all quarters: business, labour, civil society and, most importantly, South African citizens. It is time for 
South Africa’s leaders to realise that the role of government is to pursue policies that promote 
economic growth and not to prevent people from working by enforcing job destroying policies. 
 
Prepared by: 
Jasson Urbach 
Director 
Free Market Foundation 
jassonurbach@fmfsa.org  
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